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No. 10088. 
IN THE 


United States Circuit Court of Appeals 


FOR THE NINTH CIRCUIT 


CoNSOLIDATED RoYALTIES, INc., a corporation, and C. B. 
CALLAHAN, 


Appellants, 
US, 
Harry ASHTON, Trustee of the Estate of DEErp HoLe 


DRILLING CORPORATION, a corporation, Bankrupt, 
Gi al 


Appellees. 


BRIEF OF APPELLANTS. 


Preliminary Statement. 


This appeal concerns a controversy in bankruptcy. 
Piatryevshtonyeds tfistee oO, the estate Of tlie Weep Hole 
Drilling Corporation, a bankrupt, obtained an order to 
show cause directed to appellants, and I. Rude, Howard 
Supply Company, Fred Lundberg, J. C. Hayward, 
Standard Oil Company of California and Union Oil Com- 
pany of California, which order, among other things, 
required appellants to show cause why their respective 
iterests if the Olleproatced trom Welle sheuld not 
be @elivered) to the tmietee for beneht oitcreditors. This 
appeal concerns only the order made respecting the inter- 
est of appellants in and to the proceeds of producing 


asta 


Well #1, which was operated by the bankrupt, as lessee, 
and appellee, both as receiver and trustee. The other re- 
spondents in the order to show cause and above named 
had interests in said producing well, but those interests 
are not involved in this appeal, with the possible excep- 
tion of the Howard Supply Company and the Standard 
Oil Company, purchaser of the oil. Where appellee is 
referred to in this brief, the same applies only to Harry 
Ashton, trustee in bankruptcy for the estate of the Deep 
Hole Drilling Corporation. The principal questions in- 
volved are the relationship of appellants to the bankrupt, 
did the bankruptcy court exceed its jurisdiction in sub- 
ordinating appellants’ royalty interest to the rights of the 
general creditors, and if it had jurisdiction to do so, did 
the court err in making the order? 


Jurisdictional Statement. 


Deep Hole Drilling Corporation filed a petition for an 
arrangement with creditors under Section 322, Chapter 
XI, of the Bankruptey Act (21 U.S. C. A. 722) ci 
September 23, 1939. Appellee, Harry L. Ashton, was ap- 
pointed receiver. The corporation was adjudicated bank- 
rupt on April 22, 1940, and appellee was appointed trus- 
tee of the estate of said bankrupt. 


Appellants are the owners of an overriding royalty in- 
terest aggregating 12% of the oil produced from real 
property on which was located Deep Hole Drilling Cor- 
poration Well #1, which was acquired on March 29, 
1939, by conveyance from the debtor corporation. The 
Standard Oil Company of California is the purchaser of 
the oil of Well #1. It paid appellants their said royalty 
to August 31, 1939, but has impounded the same since 
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the filing of the original petition. On May 17, 1940, ap- 
pellee filed his petition for an order to show cause |r. 
p. 3] and appellants were directed to show cause why the 
proceeds so impounded to April 30, 1940, amounting to 
$846.08, should not be paid to him, as well as all other 
proceeds from the production of said well, and to show 
cause why it should not be decreed that appellants had no 
right, title or interest in and to the production of said 
well or the proceeds thereof, and why the rights of ap- 
pellants should not be fixed and classified with respect to 
the rights of general creditors. [Tr. p. 7.] Appellants 
answered the petition [Tr. p. 9], alleging the facts by 
which appellants acquired title and reserving the objection 
theretofore made and overruled by the referee that the 
referee was without jurisdiction to summarily deprive ap- 
pellants of their property. 


A memorandum for an order was made by Referee 
McNabb on June 26, 1940. [Tr. p. 54.] However, the 
referee died prior to signing the order and it was stipu- 
lated between appellants and appellee that Referee Hubert 
F. Laugharn might sign the order. [Tr. p. 56.] The 
order, among other things, subordinated the 12% royalty 
interest of appellants in oil of Well #1 and in and to the 
proceeds of oil in the hands of Standard Oil Company of \ 
California to the claims of creditors arising in the drill- 
ing of Well #1, and directed the Standard Oil Company 
Of Caliloriiatospay saver tomthe trustee all proceeds irom 
said 12% wuiiiil tupther order of a court of competent 
jurisdiction, and restrained appellants from prosecuting 
any action with respect to said proceeds without leave ot 
court. Said order was signed by the referee on November 


26, 1941. [Tr. p. 58.] 


_ 


Within the time provided by law and on December 2, 
1941, appellants served and filed their petition for review 
of the referee’s order |Tr. p. 65] and said petition was 
heard, pursuant to notice of hearing on said petition for 
review [Tr. p. 70}, on January 26, 1942, and the order 
of the District Court Judge thereon, from which this 
appeal is taken, was made and entered on January 26, 
942. (Tx. p72] 


Notice of appeal was duly served and filed herein on 
February 25, 1942 [Tr. p. 73] amd an order approve 
the bond for costs on appeal was made by the District 
Court Judge on said 25th day of February, 1942. 


Exclusive jurisdiction of proceedings in bankruptcy is 


vested in the Federal Courts. 


Section 2(a), Bankruptcy Act. 


The District Courts have original jurisdiction of all 


matters and proceedings in bankruptcy. 


Section 4119). Tithes 230 diel, 24, 


The original petition herein was filed by the debtor 
under section 322 of the Bankruptcy Act (11 U. S.C. A 
722). Section 312(2) of the Bankruptcy Act (11 U. 5. 
C. A. 712(2)) provides that the jurisdiction of the court 
shall be the same as though voluntary petition for adju- 
dication had been filed and a decree had been entered at 
the time the petition under Chapter XI was filed. The 
debtor was adjudicated a bankrupt under the provisions 
of section 376(2) of the Bankruptcy Act and the pro- 
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ceedings were thereafter carried on pursuant to section 
378(2) of the Bankruptey Act (11 U. S. C. A. 788(2)). 
The provisions of Chapter I to VII of the Bankruptcy Act 
apply to proceedings under Chapter XI, where not in- 
concistent ( Section 302s Bankiipieyeem 4b U. S. CoA. 
702i 


This proceeding is a controversy arising in bankruptcy 
proceedings, being a separable issue between the appellants 
and the appellee concerning the right of the bankruptcy 
court to assume jurisdiction over appellants’ property and 
concerns the right and title of the bankrupt’s estate in 


and to appellants’ overriding royalty interest. 


Statutes under which the Circuit Court of Appeals is 
given appellate jurisdiction over this matter are as fol- 


lows: 


Section J16tonmthembankuuprey Act (ie (See@uts 
/16) provides that where not inconsistent with the pro- 
visions of Chapter XI, the jurisdiction of the appellate 
courts shall be the same as in a bankruptcy proceeding. 


Secon 275 stbaimisionse¢a sand (ce), WMitle 289 U. S: 
C. A., grants to the Circuit Court of Appeals appellate 
jurisdiction of the District Court interlocutory orders and 
over all controversies in the District Court relating to 
bankruptcy. 


Section 24(a) of the Bankruptcy Act invests the Circuit 
Court of Appeals with appellate jurisdiction over contro- 
versies arising in bankruptcy without an order of allowance 
when the matter involves in excess of $500.00. 


—H— 


Statement of the Case. 


Deep Hole Drilling Corporation acquired a leasehold 
estate on a parcel of land in Los Angeles County, the 
term of which was for a speciMed number of years and 
for so long as oil and gas should be produced in paying 
quantities. [Tr. p. 27.] It drilled and placed on produc- 
tion its Well #1 on February 5, 1939. On March 9, 
1939, it applied for a permit to the California Corpora- 
tion Commissioner to convey to appellants a royalty in- 
terest aggregating 12% oi the oil produced from the land 
on which Well #1 was located. [Tr. p. 27.] On March 
27, 1939, pursuant to the permit obtained, it conveyed to 
appellants such overriding royalty interest, which was 
stated as not being subject to operating costs of the well 
or lease. [Tr. p. 28.] The conveyance was recorded on 
March 30, 1939, in the recorder’s office. The Deep Hole 
Drilling Corporation was solvent at that time. [Tr. p. 45.] 
Unpaid claims for the drilling of Well #1 amounted to 
approximately $4,000.00, exclusive of the claim of Howard 
Supply Co., which agreed in writing not to interfere with 
the royalty interest of appellants. The Standard Oil Com- 
pany of California was purchasing the oil from the well 
and has continued to do so. The debtor corporation also 
* executed and delivered to appellants a division order di- 
recting the said oil purchaser to pay 12% of the proceeds 
from the oil directly to appellants, which order was 
stated to be irrevocable. This was accepted by the 
Standard Oil Company of California and royalties were 


paid to appellants through August, 1939. [Tr. pp. 29- 


es. 


30.] The Deep Hole Drilling Corporation commenced 
drilling its Well #2. This well was located on property 
other than that covered by appellants’ royalty interest [Tr. 
pp. 35, 47] and pursuant to the terms of another lease. 
The creditors of said corporation extended credit to the 
debtor corporation to enable it to drill its Well #2 and 
subsequent to the time the appellants acquired their said 
royalty interest. [Tr. p. 11.] Although, pursuant to the 
permit of the Commissioner of Corporations, the debtor 
corporation gave appellants an option to acquire royalty 
interests in other wells, these options were never exer- 
cised. Well #2 was never placed on production and the 
debtor corporation filed its petition for an arrangement 
with creditors on September 23, 1939. Harry L. Ashton 
was appointed receiver. The Standard Oil Company im- 
pounded the proceeds from appellants’ 12% of the oil from 
September 1, 1939, on. The debtor corporation was ad- 
judged bankrupt on April 22, 1940. Appellee was ap- 
pointed trustee for the bankrupt’s estate. On May 15, 
1940, appellants filed an action in the Municipal Court 
of the City of Los Angeles against the Standard Oil Com- 
pany to recover their unpaid royalty amounting to $846.08. 


(Findings, Tr. pp. 59-62. | 
On May 17, 1940, appellee filed a petition for an order 


requiring appellants to show cause why the Standard Oil 
Company should not be directed to turn over to him the 
proceeds from appellants’ 12% of the oil then on hand 
and to be produced thereafter and why it should not be 


decreed that appellants had no right, title or interest in the 
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production and why appellants’ rights should not be fixed 
and classified with respect to rights of general creditors 
and why they should not be restrained from instituting 
any action except in the bankruptcy court with respect 
to such proceeds. |[Tr. p. 3.] The order to show cause 
was issued. [Tr. p. 7.] Appellants answered the peti- 
tion and order to show cause reserving their objection 
to the jurisdiction of the referee to summarily deprive 
them of their property. [Tr. p. 9.] Appellants, still re- 
serving their objection to referee’s jurisdiction, and appel- 
lee entered into a written stipulation covering all material 
facts believed necessary for the consideration of the mat- 
ter by the referee, including those hereinabove set forth. 
(Tr. pp. 25-54.] On June 26, 1940, the referee made his 
memorandum for an order and directed appellee to pre- 
pare the same. [Tr. p. 54.] Referee McNabb was taken 
ill and passed away before the order could be presented 
to him. It was thereafter stipulated between the appel- 
lants and appellee that Referee Hubert F. Laugharn might 
sign the order. [Tr. p. 56.] The order was so signed on 
November 26, 1941, and found the facts to be as stipu- 
lated, including the fact that appellants did not at any time 
participate in the conduct, management or business of the 
bankrupt corporation and that it had not been shown that 
any creditor relied upon appellants’ personal credit in 
furnishing labor or materials; that the 12% of the oil pro- 
duced from Well #1 had been conveyed to appellants after 
the well was on production, when the bankrupt was 


solvent, and more than five months prior to filing of its 
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petition for an arrangement with creditors. [Tr. pp. 
59-62.| As conclusion of law the referee concluded that 
appellants’ rights and interests in the oil and in and to the 
net proceeds from gas produced and sold from Well #1 
were subject and subordinate to the rights and interest of 
the trustee to the extent of $4,000.00 unpaid indebtedness 
incurred in drilling Well #1 and all proceeds from ap- 
pellants’ 12% of the oil were the property of trustee free 
of any claim of appellants | Tr. p. 63] and the order pro- 
vided that said 12% of the oil and of the proceeds there- 
from in the hands of the Standard Oil Company in the 
amount of $846.08, to April 30, 1940, and the proceeds 
aiter April 30, 1940, was subject to unpaid creditors’ 
claims arising in the drilling of Well #1, to the extent 
of $4,000.00. Said order further directed the Standard 
Oil Company to pay such proceeds to the trustee and re- 
strained appellants from prosecuting any action with re- 
spect to such proceeds unless leave of the court be first 
obtained. |Tr. pp. 63-64.] Upon the hearing on petition 
for review, the District Court Judge modified the order 
to the extent of decreeing that appellants were entitled to 
the proceeds of oil in the hands of the Standard Oil Com- 
pany covering the period from September 1, 1939, to 
September 2591759 sihe date the petition wasmmedi by the 
bankrupt under Chapter XI of the Bankruptcy Act, but 
otherwise adopted, approved and confirmed the findings of 
fact and conclusions of the referee and afhrmed the order 
as modified. |Tr. pp. 72-73.|] Ixception to said order 
was taken by appellants and was noted. [Tr. p. 73.] 


ip 
The questions invoked are: 


(1) Did the referee in bankruptcy have jurisdiction to 
summarily deprive appellants of their 12% of the oil from 
Well #1 and proceeds thereof which were in the hands 


of the purchaser of the oil? 


(2) Was appellants’ oil and the proceeds thereof which 
was in the possession of the purchaser of the oil and which 
had accrued between the filing of the petition on September 
23, 1939, and November 26, 1941, the date of the referee’s 


order, subject to the jurisdiction of the bankruptcy court? 


(3) Do creditors and the trustee in bankruptcy of the 
Deep Hole Drilling Corporation have any right, title or 
interest in and to appellants’ 12% of the oil from Well 
#1, which was lawfully conveyed while the company was 
solvent and more than five months prior to the filing of 
the petition under Chapter AI? 


(4) Has the case of /u re Lathrap, 61 F. (2d) 37 (9th 
Cir.) been overruled by Laugharn v. Bank of America, 
88 Fed. (2d) 551 (9th Cir.)? Is the Lathrap case to be 
followed in this matter where the facts are different and 
the rule of property upon which it was based has been 
declared by California courts not to be a rule of property 


in this state? 


he 
Specifications of Error Relied on. 


Statement of points upon which appellants intend to 
rely upon appeal are set forth at pages 76-79 and 84 of 
the transcript. Each of said points is relied upon by ap- 


pellants and such points are as follows: 


i 
The referee did not have jurisdiction under Chapter 
XI of the Bankruptcy Act to deprive Consolidated Royal- 
ties, Inc. and C. B. Callahan of their property in the sum- 


Mary manner attempted. 


II. 

The court erred in making said order, in that, the find- 
ings were insufficient to justify the conclusion that appel- 
lants’ interest in said oil and the proceeds thereof in 
the hands of the Standard Oil Company were subordinate 
to the claims of creditors incurred in drilling said well 
to the extent of $4,000.00, in that: 


A. Appellants were conveyed 12% of the oil, which 
constitutes a conveyance oi inmcorporeal interest in real 
property. 

B. Appellants’ ownership in said oil was acquired by 
conveyance executed more than four months prior to the 
filing of the petition under Chapter XI and after the well 
had been completed and on production and the findings 
disclose that insolvency resulted by reason of the extension 
of credit by said creditors to the debtor for the purpose 
of drilling Well #2. 
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C. Appellants’ said interest was not subject to levy 
or sale under judicial process against the debtor; was not 
transferable by the debtor; could not be considered a part 
of the debtor’s estate. 


III. 


The court erred in making said order, in that, said order 
is against the law, in that: 


A. Said conveyance of the 12% of the oil was acquired 
more than four months prior to bankruptcy, after said well 
had been completed and on production, and was not a part 
of the debtor’s estate. 


B. The oil was purchased by Standard Oil Company 
at the well and by reason of the division order and said 
conveyance the same constituted funds in its hands for the 
benefit of appellants. 


C. The court failed to follow the law of the State of 
California with respect to the property interest acquired in 
said oil by appellants and the law of said state which de- 
clares that appellants are not to be classified as joint ad- 
venturers with the bankrupt. 


IV. 


The court erred in making said order, in that, it relied 
upon the case of Jn re Lathrap, 61 F. (2d) 37,, which case 
appellants believe to have been overruled by the case of 
Laugharn v. Bank of America, 88 F. (2d) 551, and the 
California courts have, since the Lathrap decision, de- 
termined the interest so acquired was an interest in real 
property and not an interest in personal property, which 
appellants believe to have been the basis for the Lathrap 
case. Therefore, said case should no longer be followed. 


aah 
Summary of Argument. 


Point I. The referee did not have jurisdiction to 


summarily deprive appellants of their property. 


A. 12% of the oil and the proceeds thereof was and 
is the property of appellants. 


B. The proceeds of said 12% were in possession of 
the Standard Oil Company for account of appellants pay- 
able to appellants in accordance with the irrevocable di- 
vision order and was not in possession of the bankruptcy 


court or the trustee in bankruptcy. 


Points II, Il] & IV. under specifications of error above 
are hereby referred to for a summary of the argument in 
connection with those points. In addition appellants con- 
tend under Point IV that the facts of the Lathrap case 
are so different from those in this matter that the decision 


in said case cannot be applied in any event. 


a 
ARGUMENT. 


POINT I. ; 


The Referee Did Not Have Jurisdiction to Summarily 
Deprive Appellants of Their Property. 


A. The 12% of the oil produced from the land was 
appellants’ property and was not subject to jurisdiction of 
the bankruptcy court. 


1. The assignment of the 12% overriding royalty in- 
terest in the oil to be produced from the land was a con- 
- veyance of an incorporeal interest in real property, which 
vested in appellant’s title to 12% of the oil. 


In the case of La Laguna Ranch Co. v. Dodge, 18 A. C. 

107; 114 Pac. (2d) 351, decided June 20, 1941, the Su- 
preme Court of California was called upon to define the 
interest of an overriding royalty holder. The court dis- 
cussed previous California cases and stated, that where 
“the assignee does not intend to attempt operation him- 
self and is given no right of entry for such purpose, those 
rights are held by the operating lessee and the holders of 
royalty interests contemplate nothing more than the re- 
ceipt of their share of the oil and gas production” 
“The purpose and scope of all such royalty interests are so 
similar that all should be considered equally to be_in- 
corporeal interests in real property subject to the same re- 
quirements and protected by the same safeguards,” and 
“Defendant’s overriding royalty interests therefore were 
interests in real property.” 

The Supreme Court of Wyoming in the case of Denver 


Joint Stock Land Bank of Denver v. Dixon, 122 P. (2d) 
842, decided on February 24, 1942, carefully considers the 
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California cases, including Callahan v. Martin, 3 Cal. (2d) 
110, and the La Laguna Ranch Co. case referred to, as 
well as other California cases. In this case the court was 
called upon to decide whether oil royalty interests were 
covered by a mortgage or whether such rights were mere 
personal rights in oil after production and hence not cov- 
ered by the mortgage. The court stated, 


“The right to a royalty interest in oil does not 
merely attach after the oil has been severed from the 
ground and has become personal property. It is not 
merely rent issuing out of the annual produce of the 
land. It goes further than that. The right. extend- 
ing as it does to oil which is to come from particular 
land, extends to and is necessarily connected with the 
corpus of the land, and is, accordingly, a right which 
exists in the oil which still is in place, inchoate though 
it may be, follows it as it comes from the ground 
and still is attached after it has become personal 
property. To call it personal property is but empha- 
sizing a particular stage of the right on its way to 
fulfillment. It ignores that it is a right which neces- 
sarily extends to part of the corpus of the land. If 
it were possible to divide the oil in the ground in 
such a manner that the land in which the royalty 
portion would be found could, together with the 
royalty interest, be delivered to the owner of the 
royalty interest intact, then clearly it would be con- 
sidered as real property. That is not possible, but in 
theory the equivalent of that right, aside from bring- 
ing the oil to the surface, is substantially the right 
of the owner of a royalty interest in particular land. 
The fact that real property, when severed, becomes 
under our terminology and classification, personal 
property, should not obscure the real nature of the 
right.” 
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This court held the royalty rights to be real and not per- 
sonal property which were covered by the mortgage. 


The latest case on this subject is that of Taylor v. Odell, 
SOA. C..A. 158, decided by the District Cour oi “Gale 
fornia on February 25, 1942, which, after quoting from 
the case of La Laguna Ranch Co., swpra, stated: 


“The moneys paid plaintiffs from the sales of the 
well’s production was received as an incident to owner- 
ship the same as rent from any real property. ‘The 
assignment of the royalty interest in the well of the 
Two and One Oil Company vested in plaintiffs an 
interest in the oil produced by that company. When 
the money for production was received by Two and 
One, it was held in trust for plaintiffs if the company 
had knowledge of the defendant’s assignment.” 


See also the case of Laugharn v. Bank of America, 88 


F. (2d) 551. 


2. Said overriding royalty interest was conveyed to 
appellants more than four months prior to bankruptcy. It 
was not subject to levy or sale under judicial process, nor 
was it transferable by the bankrupt. Therefore it can- 
not be considered a part of the bankrupt’s estate. 

“The trustee in bankruptcy gets the title to all 
property which has been transferred by the bankrupt 
in fraud of creditors or which, prior to the petition, 
he could by any means have transferred, or which 
might have been levied upon and sold under judicial 
process against him.” 

iiwore v. Bay, 28" USS! 4; S27 Supe et 82 eek. 

dl, 153. 


It therefore appears that the trustee in bankruptcy did not 
have title to property which would not come under the 
above classification. 


ofp 
In the case of In re Seiffert, 18 F. (2d) 444 the court 


stated as follows: 


“The principal test seems to be whether the 
property in question, prior to the hling of the petition, 
could by any means have been transferred by bank- 
rupt, or whether it might have been levied upon and 
sold under judicial process against him. Bankruptcy 
Pee ocem7 Ua), (Comp. St. scem uss 


3. Property in which bankrupt has no ownership does 
not become a part of the bankrupt’s estate, even though 


it is in the possession of the bankrupt. 


This rule of law is set forth in the case of Lynch v. 
ei elon a Za) sol witere the trustee in bankruptcy 
sought to recover possession of property which had been in 
the hands of the bankrupt, but which had been taken in 
a claim and delivery action. The question was whether 
the property was an asset of the estate in bankruptcy. 
The court stated, 


“Tt must be conceded under the law that property 
found in the hands of the bankrupt as to which the 
latter possesses no ownership right of any quality 
whatsoever, does not become part of the bankrupt 
estate.” : 


It is respectfully submitted, therefore, that appellants 
are the owners of 12% oi oil in the real property upon 
which Well #1 is located and in and to the proceeds of 
said oil now in the hands of Standard Oil Company, and 
that such did not become part of the bankrupt’s estate 


subject to distribution to creditors as such. 
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B. Chapter XI gives the court jurisdiction over the 
debtor’s property only. 


I. Section 311 of the Bankruptcy Act gives the court 
jurisdiction over the debtor’s property only. 


Sec. 331, BarikPupicy Act, 11 UW. S. C. A. Sec. AM 


2. Section 312(2) of the Bankruptcy Act provides that 
the jurisdiction, power and duties of the court, when not 
inconsistent with the provisions of Chapter XI, shall be 
the same where a petition ts filed under section 322 of the 
Act as if a voluntary petition for adjudication had been 
entered. 


Sec. 312, Bamermaptey Aci, 11 U.S. C. A.nsec. Vi 


This section cannot broaden the jurisdictional limitations 
of Chapter XI, where such would be inconsistent with such 
chapter. That chapter deals only with the debtor and his 
property. Between September 23, 1939, when the petition 
was filed, and April 22, 1940, the date of adjudication, 
the purchaser of the oil had accumulated and held in its 
possession for appellants’ account their 12% of the pro- 
ceeds of the oil from Well #1, amounting to $846.08. 

3. Section 332 of the Bankruptcy Act, providing that 
a receiver may be appointed for the property of the debtor, 
is not authority for appointment of a receiver for appel- 


lants’ property. 
See. 332, Bamkuapicy Act, 11 U. S.C. A. Gee Fee 


4. Section 343 of the Bankruptcy Act gives a receiver 
power to operate the business and manage the property 
of the debtor, not the property of others. 


Sec. 343, Bankruptcy Act, 11 U.S.C. A. sec. 743. 
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The appellee, as receiver, between September 23, 1939, 
and the adjudication had no interest in or title to property 
of appellants in the hands of the Standard Oil Company. 


C. Summary proceedings will not le as to appellants’ 
property, which is not in possession of the bankruptcy 
court. 


1. The proceeds of appellants’ oil were in the hands of 
the Standard Oil Company and under the irrevocable di- 
vision order were payable to appellants. Under such cir- 
cumstances a plenary suit must be brought by the trustee. 


The Supreme Court of the United States, in the matter 
of Bobbitt v. Dutcher, 216 U. S. 102, 54 L. Ed. 402, sets 
forth this rule as follows: 


“There are two classes of cases arising under the 
act of 1898, and controlled by different principles. 
The first class is where there is a claim of adverse 
title to property of the bankrupt, based upon a trans- 
fer antedating the bankruptcy. The other class is 
where there is no claim of adverse title based on 
any transfer prior to the bankruptcy, but where the 
property is in the physical possession of a third party 
or of an agent of the bankrupt, or of an officer of 
a bankrupt corporation, who refuses to deliver it to 
the trustee in bankruptcy. 


In the former class of cases a plenary suit must be 
brought, either at law or in equity, by the trustee, in 
which the adverse claim of title can be tried and ad- 
judicated.”’ 


iim the caseromevieewwa cv Long, 93 2. w2d) 257 (9th 
Cir.) a farmer had filed a petition under section 75 of the 
Bankruptcy Act and claimed ownership to cattle in the 
possession of appellee, who also claimed ownership. Ob- 
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jection to the jurisdiction of the referee to try title to 
property was made and the referee ordered the property 
returned to the bankrupt. This court upheld the conten- 
tion of the appellee on appeal, stating: 

“The procedural rights of a party claiming to be 
the owner of property are not abridged by the bank- 
ruptcy of his adversary, and in the absence of such 
party’s consent the bankruptcy court has no juris- 
diction to determine his rights in a summary way. 
Section 23(b), Bankr. get 1eoy bw. Ss. 2 ee 
sec. 46(b)). Until the appellant petitioned for an 
adjudication of her claim to the cattle and obtained 
the order to show cause, there was no summary pro- 
ceeding to which consent could be given or withheld; 
and at that juncture the appellee promptly objected 
to the jurisdiction. 


Appellee’s claim of adverse title was based upon a 
transfer prior to bankruptcy, and came within the 
first of the two classes of cases distinguished by the 
Supreme Court in Babbitt v. Dutcher, 216 U. S. 102, 
30 S. Ct. 372554 Le Edy 402; 17 Amm Cas, 960.” 


In the case of Ramish, Inc. v. Laugharn, 86 F. (2d) 
686 (9th Cir.) the trustee obtained an order to show 
cause why an assignment of 93g% royalty in land was not 
invalid and why an order should not be made requiring 
appellee to turn over to the trustee all income, derived 
from such royalties. The transfer of the royalty to appel- 
lant’s predecessor had occurred prior to bankruptcy. The 
district court confirmed an order of the referee directing 
the appellant to pay over such proceeds to the trustee. 


The Circuit Court said that the time to determine adverse 
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claims was as of the date of the filing of the petition 
and quoted with approval from Mueller v. Nugent, 184 
Ws 1, 135922 5 er. 260m, Ed “405. as follows: 


"It is well settled that a court of bankruptcy is 
without jurisdiction to adjudicate in a summary pro- 
ceeding a controversy in reference to property held 
adversely to the bankrupt’s estate, without the con- 
sent of the adverse claimant; but resort must be had 
by the trustee to a plenary suit.” 


The court held that the trustee should seek his relief in 


a plenary suit. 


See also In re Greenbaum & Sons, 6 F. S. 245, and 
Marcell v. Engebretson, 74 F. (2d) 93. 


2. Where a fund has been set apart for the payment of 
an obligation or claim of obligations or a fund in the hands 
of third persons has been so designated as to require the 
latter to make a payment out of it to a person, the general 
rule is that the person for whose benefit the fund was so 
set apart or designated acquires a right to have it ap- 
plied as directed, which right will be given a preference 
over the rights of other creditors in case of the debtor’s 


insolvency. 


Inthe: matteror Wave vlate: Drillitig Co., 11 Fe(2d) 
373, the bankrupt was the operating lessee. The oil was 
delivered to and purchased by Standard Oil Company. 
The company had given the purchaser an order to pay a 
portion of the proceeds to Edwin Jones. The trustee in 


bankruptcy sought to obtain possession of these proceeds 
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and the referee ordered the Standard O11 Company to pay 
the same to the trustee. The court held as follows on 
appeal: 


“In circumstances like the present case, I think the 
opponent falls into the category of an adverse claim- 
ant, and the controversy becomes one arising in bank- 
ruptcy, as distinguished from those growing out of 
bankruptcy and as to which the jurisdiction of the 
court is determined according to general rules and 
particularly section 23 of the Bankruptcy Act (Comp. 
St. sec. 9607). If the defendant be in possession of 
the property or funds which he claims and it is found 
that he has colorable title thereto, he has the right to 
insist that he be sued at his domicile, in a proper 
court, state or federal. And I think the conditions 
are analogous where the funds are held by a third 
person who asserts no interest therein save the desire 
to pay them to the one lawtully entitled to receive 
them.” 


In the case of Title Ins. etc. Co. v. Williamson, 18 Cal. 
App. 324, the contract price for the construction of a 
building was deposited with the plaintiff corporation with 
instruction to pay the final installment to Williamson upon 
completion. Waulliamson made a written order upon the 
plaintiff to pay the same to Carpenter and Biles in pay- 
ment of the material debt. Before the money was paid, an 
execution was levied. The trial court held that an as- 
signment of the debt was worked by the written order. 
The appellate court stated, 


“It is very clear from the circumstances surround- 
ing the transaction that had the money been paid over 
to the Carpenter and Biles Company, Williamson 
would have had no legal right to demand that the 
same be delivered by that company to him, or diverted 
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in any way from its possession. As it was said in 
Mcinigré. Howser, 131 Gali 11 (65 Pac. 69): “In 
order to constitute an equitable assignment of a debt, 
no express words to that effect are necessary. If 
from the entire transaction it clearly appears that 
the intention of the parties was to pass title to the 
chose in action, then an assignment will be held to 
have taken place.’ ”’ 


The Supreme Court on petition for hearing, approved the 
decision and stated that the assignment of which the 
creditors had notice operated to perfect the transfer of title 
owe rind: 


Again, in the case of McKay v. Sec. First National 
Bank of L. A., 35 Cal. App. (2d) 349, the appellate court 
was called upon to determine the rights of assignee in a 
one-third interest in oil royalties given to pay a promissory 
note. In addition to the note, an order was made di- 
recting the depositary to pay such sum to the creditor. 
The court held that the note was in truth a partial as- 
signment of a fund created by the oil royalties, and 
stated: 

“A partial assignment of a designated fund and a 
contemporaneously accepted order to the depositary 
for its payment, and no rights senior to those as- 
signed having been established to any portion of 
the one-third interest conveyed by decedent to him, 


plaintiff’s title to the portion assigned to him is in- 
defeasible.” 


A rehearing was denied by the Supreme Court. 
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The rights of an assignee in and to trust funds have 
been held superior to those of general creditors. 


Steel Cities Chemical Co. v. Virginia Carolina 
Chemical Co., 7 F. (2d) 280. 


Also see the following cases: 


Curtis v. Walpole Tire & Rubber Co., 134 C. C. A. 
140; 218 F. 145; 


Johnson v. Root Mfg. Co., 241 U. S. 160; 60 L. 
Ed. 934; 3 S. Ct 20; 36 A. 1B. Re soe: 


Sewxtom vw. Kessler Co., 225 US. ©: 56 L. Bal 
705; 3205. Ket! 57:23 Ae 8. mu SS: 
Merillat v. Hemsey, 221 U.S. 333; 55 L. Ed) 995; 


31 S. Ct. 575: 36 L. R. A. (N.S.) 370; Ann. 
Cas. 1912-D, 497: 


In re Interborough Cons. Corp., C. C. A. (2d) 
205 Fed. 5o4;; 32 AL. TR. Uae; 2 ee 
(N.S.) 407. 


In our case, in addition to the recorded conveyance of 
12% interest 1n the oil to be produced, appellants were 
given an irrevocable division order for the payment of 
the proceeds of such 12% in the hands of the Standard 
Oil Company direct to the appellants. Appellants respect- 
fully submit that such interest is not part of the bank- 
rupt’s estate, nor subject to the claims of creditors; that 
the proceeds of the oil in the hands of the purchaser of 
the oil were not in possession of the trustee in bankruptcy, 
but were held in trust for the benefit of appellants, and 
that the bankruptcy court therefore did not have juris- 
diction to order the payment of such proceeds to the 
trustee in bankruptcy. 


gi 
POINT II. 


The Court Erred in Making the Order. The findings 
Do Not Support the Order Subordinating Ap- 
pellants’ Ownership in the Oil and Proceeds to 
Creditors of Deep Hole Drilling Corporation, but 
on the Contrary Establish Appellants’ Ownership 
of an Overriding Royalty Interest of 12% of the 
Oil Produced From Well No. 1 and the Proceeds 
Thereof in the Hands of the Standard Oil Com- 
pany, Free of the Claims of Creditors or Ap- 
pellee. 


A. The conveyance from Deep Hole Drilling Cor- 
poration to appellants were conveyances of an interest in 
the oil itself and constituted a conveyance of an incorporeal 
interest in the land. |Form of conveyances at Tr. pp. 19- 
23 and pp. 38-40. | 


La Laguna Ranch v. Dodge, supra; 
Laugharn v. Bank of America, supra, 
Taylor v. Odell, supra; 


Denver Joint Stock Land Bank of Denver v. Dixoin, 
Supra. 


B. The conveyances were executed March 27, 1939, 
and recorded March 30, 1939, more than four months 
prior to filing the petition under Chapter XI, September 
23, 1939, by the Deep Hole Drilling Corporation. 


C. The debtor was at that time solvent. [{Tr. p. 45.| 
D. The creditors extended additional credit ta Deep 
Hole Drilling Corporation for the drilling of Well #2. 


which constituted the substantial indebtedness of the bank- 
rupt at the time the petition was filed. [Tr. p. 62, para- 
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graph 12.] This credit was extended with actual or con- 
structive notice and knowledge of appellants’ title to the 
oil being produced, from Well #1, as the conveyance had 
been recorded. (See. 1213, Civil Code of Galiforiia,) 
Appellants’ interests were incorporeal interests in real 
property, subject to the same requirements and protected 
by the same safeguards. (La Laguna Ranch Co .v. Dodge, 
supra. ) 


E. The facts establish that appellants were not joint 
adventurers or co-adventurers with the bankrupt, as found 
by retemee. [ir poe.) 


1. By the Stipulation of Facts [Tr. p. 31] it was stipu- 
lated that appellants did not at any time, nor have they 
ever, participated in the conduct, management or busi- 
ness of Deep Hole Drilling Corporation. That the trustee 
had not shown any creditor of the bankrupt delivered 
material to the bankrupt or performed labor for bankrupt 
upon appellants’ personal credit. These facts were also 
found te be trite by the comrt: | Drep: GZ. 


Appellants were not, therefore, joint or co-adventurers 
or partners with the Deep Hole Drilling Corporation. 


Spier v Lang, 4 C. (2d) 711, 715; 


Theriot v. Plame, C. C. A. (Sth Cir.). Wecwed 
March 31, 1942, Case No. 9910. 


The Deep Hole Drilling Corporation assigned to appel- 
lants a fractional share of the oil and gas produced in 
the form of an overriding royalty. 


“In any case the intention of the parties 1s con- 
trolling and in the absence of a clear indication that 


~~ 


such was the intent, the court will not construe royalty 
interests created for the duration of a specific oil 
and gas lease as granting the right to enter upon the 
land in question for the purpose of carrying on oil 
production or as creating a tenancy in common in 
the profit of a prendre for that purpose.” (La Laguna 
Ranch Co. v. Dodge, supra.) 


No intention to establish a joint operation or a cotenancy 
was proved by the trustee. Certainly none is disclosed 


by the assignments or other facts. 


The facts establish that appellants acquired a fractional 
interest in the oil for a valuable consideration after the 
well had been drilled and on production for more than 
thirty days and was averaging over 400 barrels per day. 
[Tr. p. 43.] Appellants were assured by the Deep Hole 
Drilling Corporation that the obligations outstanding 
against Well #1 would be paid from the $11,400.00 re- 
ceived from the sale of the royalty interests to appellants, 
with the exception of the claim of Howard Supply Com- 
pany [Tr. p. 31] who had waived its right to interfere 
in any way with the said royalty interest. |Tr. p. 46.] 
These facts were all ascertained and relied upon at the 
time appellants acquired their interest and under these 
circumstances they can hardly be placed in the category 
of speculators, but purchased a royalty interest, the value 
of which was definitely ascertained. The debtor’s obliga- 


tions totaled only $3,964.00 exclusive of Howard Supply 
Co. The company was then solvent. It had $6,650.00 
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cash in the bank and $8.000.00 due to it for oil from Well 
#1 from the Standard Oil Company. This was disclosed 
by the verified application to the Commissioner of Cor- 
porations, particularly Exhibit ‘““G,” which was thereto at- 
tached. [Tr. pp. 33-54. See p. 45.] 


Appellants respectfully submit that no joint adventure 
or co-adventure relation in the drilling or operation of 
Well #1 or otherwise may logically be concluded from 
such facts, but on the contrary the law requires the con- 
clusion that appellants acquired an ownership in the oil, 


which should be protected. 


2. It appears from the facts of the case that unpaid 
creditors of Well #1 were known on February 5, 1939, 
the date the well was placed on production. There were 
funds available for payment of their claims, yet these 
creditors continued to extend credit to the Deep Hole 
Drilling Corporation for more than seven months there- 
after and to extend other and additional credit for drill- 
ing another well, which resulted in the eventual bankruptcy 
of the corporation. It is neither equitable nor just to per- 
mit these creditors or the trustee in bankruptcy to reach 
back over the months and say that the bankruptcy court 
must protect such creditors and in doing so ignore the 
vested property rights of appellants, who acquired their 


interest in the oil, for value, long prior to bankruptcy. 


The twelve per cent overriding royalty interest in the oil 
and gas produced from Well #1 conveyed to appellants 


was an interest in land and was not a mere personal right 
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enforceable only against the Deep Hole Drilling Corpora- 
tion. 


Evsersomy. Disle SeeO1rCo., 3a (2d) 265. (Cer- 
tiotari demied Z688U. S708) 69 ©. Ed. 1165); 


Wortley v. Wood-Callahan Oil Co., 17 A. C. 803; 
Rir2 Pac, (2a) 226: 


As was said by the Supreme Court of Texas in Shef- 
field v. Hogg, 124 Tex. 290; 77 S. W. (2d) 1024, 

“Were the stability furnished by these rules (hold- 
ing royalty interests to be real property) withdrawn 
and the fundamental contracts on which the oil busi- 
ness so largely rests be adjudged by the Supreme 
Court to create mere rights in personality at some 
uncertain date in the future, the structure of the 
business would be seriously, if not fatally, jeopar- 


dizedi”’ 


The creditors of Deep Hole Drilling Corporation cannot 
stand in a more favored position than the corporation 
itself where the conveyance to appellants took place long 
prior to bankruptcy and for value. It is respectfully 
submitted that the court erred in subordinating appellants’ 
interest 1n the oil and proceeds thereof in the hands of the 
Standard Oil Company to the claims of such creditors. 
A mere personal claim against a bankrupt might be post- 
poned to general creditors’ claims, but the appellants’ title 
to the oil and the proceeds thereof may not be so treated. 
Such interest in the oil 1s not a part of the bankrupt’s 
estate. It was not subject to levy or sale under judicial 


process and it was not transferrable by the bankrupt. 
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POINT ITI. 


The Court Erred in Making Said Order and Said 
Order Is Against the Law. 


A. Appellants’ twelve per cent overriding royalty in- 
terest in oil produced from the land on which Well #1 


was located was not part of the bankrupt’s estate. 


B. The oil was purchased at the well by Standard Oil 
Company. |Tr. p. 27.] Title passed to the said purchaser 
upon delivery [Tr. p. 27], subject to the irrevocable di- 
vision order and the conveyances of the oil to appellants. 
The proceeds from the oil were therefore held by the 
Standard Oil Company for appellants’ benefit. (See au- 
thorities under Point I, C(2). 


in the case of Taylor v. Odell, 50 A.C. A. 158, atqpage 
167, the court had this to say with respect to an overriding 
royalty: 

“Such royalty was an incorporeal interest in real 
property ‘subject to the same requirements and pro- 
tected by the same safeguard’ (La Laguna Ranch Co. 
v. Dodge, supra) * * * The assignment of the 
royalty interest in the well of the Two and One 
Oil Company vested in plaintiffs an interest in the 
oil produced by that company. When the money 
for production was received by Two and One, it was 
held in trust for plaintiffs if the company had knowl- 
edge of defendants’ assignment” and 


“As long as he held their moneys he was trustee for 
plaintiffs for the moneys in his custody.” 


C. The Court failed to follow the law of the State of 
California with respect to the property interest acquired 


in said oil by appellants. 


1. The Court followed the case of Jin re Lathrap, 61 
F. (2d) 37, im etrect held thatthe mterest conveyed was 
personal property and therefore appellants had no title to 
fie oieitcelim Ite teases herctolore eied sestaplish: that 
the interest conveyed was an interest in real property and 


is subject to the safeguards of such conveyances. 


2. The Court further concluded that appellants were 
joint adventurers or co-adventurers in producing Well 
#1, whereas the Supreme Court of California has de- 
termined that where no control was exercised over the 
lessee by those interested in the proceeds of oil and that 
material and labor were not furnished upon their personal 
credit, no joint adventure or partnership existed. (Spier 


v. Lang, supra.) 


3. Rules of property and of law established by the 


California courts must be followed by the Federal Courts. 


Laugharn v. Bank of America, 88 F. (2d) 551. 
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POINT IV. 


The Court Erred in Making Said Order, in That, It 
Relied Upon the Case of In re Lathrap, 61 F. 
(2d) 37, as Authority for Subordinating Appel- 
lants’ Interest in the Oil and the Proceeds Thereof 
to the Claims of Creditors. 


A. The Lathrap case has been overruled by the case 
of Laugharn v. Bank of America, 88 F. (2d) 551. 


The Lathrap decision held that the royalty per cent 
holders did not acquire any interest in the oil itself, that 
the assignments gave them merely the right to participate 
in proceeds from the sale of the oil; that the assignment 
was measured in money, not in oil; that certificate holders 
therefore became participants in a common enterprise 
similar to stockholders or investors who must stand aside 
upon liquidation until creditors have been paid. 


After the Lathrap decision the Supreme Court of Cali- 
fornia, in the case of Callahan v. Marit, 3 Cal. (2d) 100; 
43 Cal. (2d) 788, 101 A. L. R. 871, heald tharie Wessec 
under an oil and gas lease had an interest in real property 
capable of assignment or conveyance. Other cases fol- 
lowed to the effect that assignments of lessee’s royalty 
interests were conveyances of an interest in real property. 


Thereafter in the case of Laugharn v. Bank of America, 
88 F. (2d) 551 (9th Cir.) the Cirenie (Court of Aippeatis 
was called upon to determine the nature of an assignment 
of a lessee’s interest in oil being produced, given as se- 
ctirity for a loan. The Court said, at page 558 of “te 
decision, as follows: 


“As the law then stood, this court was presented 
with two cases involving the nature of royalty inter- 


—_36— 


est holder’s right whose interest was acquired from 
a lessee in an oil and gas iease. It was held that 
neither the owner nor the lessee had any present title 
to oil in place, and therefore the assignment by the 
lessee did not convey the present title. /1 re Lath- 
fap (Ce. Fo) Ol (aes, bank of America 
Nate Urich co Savines Aco im eeicncr (CC. A. 9), 
Gl res(Za)) 33)” 


“Thereafter, the Supreme Court of California, in 
Callahan v. Martin, 3 Cal. (2d) 110, 43 P. (2d) 
788, 792, 101 A. L. R. 871, considered the same issue 
and held that after an oil and gas lease, both the 
lessor and the lessee had an interest in real property 
capable of assignment or conveyance.” 


“Tf previous decisions of this court, in the absence 
of state court decisions, established a rule of prop- 
erty, which was later changed by state statute, can 
it be argued that this court must follow its previous 
decisions? If the law of the state is established 
either by statute or judicial decisions, this court must 
follow the law of property as determined by the high- 
est state court. Therefore, we must and do overrule 
the prior decisions of this court in so far as they 
are inconsistent with the settled law of California as 
adjudged by the California courts. On this basis we 
hold the assignments in the instant case to be con- 
veyances of an interest in real property, and not 
to be executory contracts.” 


Since the above decision, the California Supreme Court 
in the case of La Laguna Ranch Co. v. Dodge, supra, 
on June 20, 1941, established definitely that the assign- 
ment of an overriding royalty interest in oil and the 
proceeds thereof carved out of a leasehold estate by the 
lessee, conveys an incorporeal interest in real property. 
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The court stated that the holders of such royalty interests 
contemplated nothing more than the receipt of their share 
of the oil and gas production and that the lessee conveyed 
merely a fractional share of the oil and gas produced 
in the form of an overriding royalty. 


In the case of Schiffman v. Richfield Oil Co., 8 Cal. 
(2d) 211, at page 227, the Califorma Sipreme Gem 
shateds 

“The subject matter of royalty assignments 1s 
specific—an undivided interest in the oil to be pro- 
duced under a specific lease or from a specific well 
during the term of the lease, or an interest in the 
proceeds of such oil. A transferee of the leasehold 
with notice on broad equitable principles must recog- 
nize the royalty holders interest in oil produced by 
such transferee.” 


and on page 228, 

“The royalty assignees interest in the proceeds 
must be upheld whether the assignment is of oil to 
be produced, saved and sold or of proceeds of such 
oil.” 


It is respectfully urged that by reason of the above 
cited cases the reasoning of the Lathrap case relegating 
overriding royalty interest holders to the category of joint 
adventurers or investors in a common enterprise on the 
ground that the assignments merely permitted the holder 
to participate in profits of the enterprise, can no longer 
apply and that the said case has been overruled by the 
Laugharn case. 


B. Even though it should be held that the Lathrap 
case has not been overruled. the facts upon which that 
decision was based are materially at variance with the 
facts of this matter, in that, 
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1. In our case the well had been completed and was 
on production for many weeks before appellants acquired 
their royalty interests. In the Lathrap case the royalty 
interests were sold to provide funds for the drilling of 
the well. 


Z. In our case the assignment or conveyance was of 
an “overriding royalty interest of 12% of the oil pro- 
duced, saved and sold” and without deduction of operat- 
ing costs. In other words, the interest was measured in 
oil. In the Lathrap case the interest sold was 1% of the 
gross proceeds received from the sale of 100% of the oil. 


The interest was measured in money, not in oil. 


3. In our case the assignments were recorded. Credi- 
tors had notice of the conveyance, but, disregarding this, 
continued to extend credit to the debtor as to the unpaid 
balance of drilling costs of Well #1 for seven months 
after it was placed on production, and furnished additional 
material and labor in other enterprises for the debtor, 
which resulted in the eventual bankruptcy of the debtor. 


4. In our case, irrevocable division orders were ob- 
tained directing the Standard Oil Company to pay the 
proceeds from appellants’ said 12% of the oil to appel- 
lants, which was accepted and done until the debtor’s 
petition was filed herein. In the Lathrap case the court 
stated there had been no oil sold to the holders of the 
assignments and no trust or special fund had been created 
for their benefit. 


5. In our case the stipulated facts do not permit a 
finding of joint, co-adventure or partnership relation be- 
tween appellants and the bankrupt. 
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It is respectfully submitted that the court erred in 
following the Lathrap case and that that decision is not 
applicable to the facts of our case, for the reasons above 
stated. The company was solvent when appellants pur- 
chased their share of the oil to be produced. The credi- 
tors could have refused to extend credit to the debtor 
after this conveyance, but chose to take their chance of 
payment from continued business of the debtor and pro- 
duction from other wells. Appellants purchased an inter- 
est in the oil then being produced from the land on which 
Well #1 was located for $11,400.00. Their interest was 
definitely ascertained and measured. The only specula- 
tion, if any, to be charged to them was that of the length 
of time oil would be produced from the well and the 
quantity thereof. 


Appellants submit that there is no justification in per- 
mitting creditors to receive the appellants’ share of the 
oil and the proceeds thereof which was purchased in good 
faith, not as a speculation and long prior to bankruptcy 
and at a time the company was solvent, when those 
creditors continued to extend credit to the debtor for so 
many months with full knowledge of appellants’ owner- 
ship of 12% of the oil. 


Conclusion. 


Appellants urge that the order from which this appeal 
is taken should be reversed and that the restraining order 
should be dissolved. 


Respectfully submitted, 


FLEMING & ROBBINS and 
C. S. TINSMAN, 


Attorneys for Appellants. 


